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1
Introduction 

1.1
This second submission by ESS examines how Singapore’s social security system ought to be rethought and retooled for the post-crisis world.  We first look at how the forces of low-wage competition and technological change will increase income inequality and economic volatility in Singapore. We argue that in the context of these changes, our social security system should be expanded to provide Singaporeans with a cushion against rapid economic change and adjustment. Such an expanded social security system will be an important facilitator and lubricant of economic restructuring, and help to secure public support for our basic economic strategy of plugging into global markets and embracing international competition. We contend that increased social protection for our citizens need not weaken economic incentives or competitiveness as long as the social protection programmes are properly designed and their incentive effects carefully considered. We then highlight three weaknesses of our current social security system, before providing specific ideas on how it should be enhanced. Finally, we address some of the criticisms and objections that are likely to be levelled against our proposals. 

2
Low-Wage Competition, Technological Change, Income Inequality and Economic Volatility in the Post-Crisis World 

2.1  
In the post-crisis world, we should expect low-wage competition from China, India and other emerging economies to resume and intensify, with predictable effects on lower-end wages in the domestic labour market.
 China is already deeply embedded in global and regional supply chains and as it moves up the value chain, it will confront higher-wage producers like Singapore with the difficult choice of increasing productivity or forcing costs down. India's concurrent economic emergence exacerbates the challenge. While it is pursuing a growth strategy more reliant on domestic consumption and investment than China, its success in exporting higher skilled "knowledge" services has expanded the scope of globalisation to services, bringing wage competition to an even larger proportion of a developed economy’s labour force.
 The entry of India and China into the global labour force amounts to an expansion of roughly 70% of global labour supply, concentrated at the lower end of the wage scale. The challenge is all the greater in Singapore where a more relaxed foreign worker policy in recent years has made it easier for companies to import foreign workers rather than invest in productivity improvements.
2.2 
With persistent low-wage competition from abroad and relatively liberal foreign worker policies at home, textbook economics would predict a squeeze on wage earners. Indeed, this has been Singapore’s experience in the decade between the end of the Asian financial crisis and the start of the current one. Profits now capture a larger share of the national income – and wages a lower share – than at any other time in our history. A recent report by UBS also showed that average hourly wages in Singapore are lower than in cities such as Auckland, Barcelona, Hong Kong, Dublin, Lisbon, Moscow, Seoul, Sydney, Taipei, Tel Aviv, Toronto and Vienna despite the fact that our per capita GDP is higher or at similar levels (see Table 1). While rising wage inequality is mainly the result of higher returns to skills and technology – and is occurring in almost every advanced economy – Table 1 suggests that this phenomenon has been more pronounced in Singapore than in other countries. 
Table 1: Gross and net hourly pay in USD of selected cities
	City
	USD/hour (net)
	USD/hour (gross)*

	Amsterdam
	13.50
	20.70

	Auckland
	8.40
	10.60

	Barcelona
	11.60
	14.40

	Frankfurt
	14.50
	22.10

	Geneva
	20.40
	29.20

	Hong Kong
	8.00
	8.80

	Kuala Lumpur
	5.10
	6.70

	London
	13.90
	18.00

	Los Angeles
	17.40
	23.90

	Moscow
	5.90
	6.90

	New York
	19.00
	26.10

	Seoul
	6.10
	8.00

	Shanghai
	3.00
	3.90

	Singapore
	5.90
	7.10

	Taipei
	6.70
	7.70

	Tel Aviv
	8.60
	10.30

	Tokyo
	15.70
	19.40

	Toronto
	12.80
	17.10


Source : UBS Report on Prices and Earnings (2009), ^Effective hourly wage in 14 professions, taking into account working hours, paid vacation and legal holidays, *Including taxes and social security contributions

2.3
Between 2001 and 2008, income growth for the lower and middle-income groups (the first to eighth deciles) has lagged behind the top two deciles (see Table 2). Singapore’s Gini coefficient has also increased from 0.420 in 1998 to 0.481 in 2008. Taking into account social transfers moderates the increase in income inequality but does not alter the trend significantly. The gap between the middle and top of our wage distribution (between the 50th and 90th percentile) is also widening and suggests that our traditional emphasis on the gap between the bottom and the top needs to be broadened to consider the effects of wage competition on middle-income earners.

Table 2: Average Annual Growth of Real Monthly Incomes (2001-2008)

	
	Households
	Individuals

	
	All Resident Households
	Employed Households
	Resident Working Persons

	1
	-16.1%
	-0.9%
	-1.4%

	2
	-2.1%
	0.3%
	-1.1%

	3
	0.9%
	1.9%
	-0.2%

	4
	1.6%
	1.9%
	0.4%

	5
	1.9%
	2.3%
	0.5%

	6
	1.9%
	2.5%
	1.4%

	7
	2.7%
	2.8%
	1.3%

	8
	2.3%
	2.4%
	2.0%

	9
	3.1%
	3.4%
	2.2%

	10
	4.1%
	4.1%
	3.2%


Source: DOS, MOM
2.4
A second factor that is driving up income inequality is rapid technological change. It does so primarily by increasing the substitution of low-skilled labour by information technologies
 and mechanisation in both the services and manufacturing sectors, depressing the wages of unskilled and semi-skilled workers. Technology also increases income inequality through a less obvious channel. Robert Frank of Cornell University has argued that technological advances have led to the spread and intensification of “winner-take-all-markets,” in which small differences in performance translate into extremely large differences in reward.
 The information revolution, Frank suggests, has led to the spread of “winner-takes-all-markets” in which “top performers are succeeding spectacularly well, people in the middle are only a little ahead of where they were, and those at the bottom are holding roughly even.” 
2.5
A more unequal distribution of income imposes very real costs on society – and not only because it may increase envy of the rich. Increasing inequality might undermine social cohesion, not to mention its adverse political consequences. Behavioural economists have long known that in many areas, people care more about their relative consumption levels than their absolute levels. Frank takes this further by arguing that people’s concerns about relative consumption often lead to “arms races” in which individuals try to outdo one another by spending more on positional goods (e.g. bigger houses, bigger cars). Such arms races lead to expenditure cascades that divert resources from important non-positional goods (such as leisure or environmental goods), causing large welfare losses. Frank shows how rising inequality in the US causes middle-class families to spend sharply higher fractions of their incomes on positional goods like housing, forcing them to curtail other important categories of spending. Another adverse effect of rising inequality is that a growing concentration of wealth in the hands of the rich may lead to a diversion of resources from the wider economy to financial speculation and conspicuous consumption – which are economically or socially destabilising.
2.6
A third dynamic that should inform our deliberations into how Singapore’s social security system should evolve is that of increased economic volatility. In the past twelve years, Singapore has suffered four recessions – in 1998, 2001, 2003 and 2009. In the current crisis, advanced manufacturing economies (such as Singapore) that were more dependent on G3 demand suffered larger contractions in output than less advanced emerging economies and economies that were more reliant on the services trade (which held up better in this crisis). Singapore has not just increased its openness to trade over the past decade, but it has also become more open to foreign capital and people flows. The increased exposure to global capital and talent flows, in addition to trade flows, has made Singapore even more sensitive and vulnerable to the global business cycle. All this is not an argument for reducing our openness to trade or foreign capital flows; neither do we advocate a shift in our export orientation. But it does suggest that increased volatility is an inevitable consequence of maintaining an open, trade-dependent economic regime. It behoves policymakers to consider how our social security system can be enhanced to provide citizens better protection against the risks and adjustment pains associated with increased economic volatility. 
2.7
Finally, our tax and CPF policy changes in the last 7-8 years may have inadvertently worsened the income inequality picture.  The aggressive reductions in personal income tax rates – from 28% in 2002 to 20% in 2007 – combined with the reductions in CPF salary ceilings and employer contribution rates between 2002 and 2006 have made our tax and social security systems less progressive. This is because the income tax and CPF changes have tended to favour the wealthy rather than middle and lower-income Singaporeans. 

3
Key Principles

3.1
Against such a backdrop, how should Singapore’s social security system evolve? We suggest that Singapore’s social security system needs to be enhanced and reformed along two key principles. First, our starting premise is that global competition, low-wage competition and rapid technological change will combine to intensify the pace of economic restructuring, thereby increasing economic volatility and income inequality. If so, our social security system needs to be expanded to go beyond meeting the retirement, housing and healthcare needs of Singaporeans. More than ever, Singaporeans need a social security system that also provides a cushion and a buffer against rapid economic change and adjustment. Such a social security system will facilitate the process of economic restructuring, help our workers transit from one industry to another as the economy moves up the value chain, provide them greater protection against periodic bouts of unemployment and income instability, and enable the large majority of them to save enough for their retirement. Seen in this light, an expanded social security system is an essential counterpart of our basic economic strategy of plugging into the global economy.
3.2
Second, we contend that the incentive effects of increased social protection have more to do with the design of social protection programmes than with aggregate levels of spending. In particular, we argue that good design of social protection programmes can be achieved through the careful incorporation of more elements of social insurance into our social security system. Our own experience in healthcare financing provides a “template” for how the overall social security system should evolve. In healthcare, we have accepted that it is neither efficient nor equitable for individuals to save for large medical bills arising from catastrophic illnesses, and we have – over time – expanded the use of medical insurance to deal with more of these risks and contingencies. In dealing with longevity risks, we have also come to accept that such risks are best dealt with through risk-pooling and social insurance in the form of CPF LIFE. 
3.3
The main alternative to the expanded use of social insurance – a greater reliance on direct subsidies financed by taxation – is a less attractive one. While we acknowledge that tax-financed subsidies will have to increase in some areas (for example, in healthcare and in government assistance for the very old), it should not be the principal source of funding for the enhanced social security system we are proposing. To avoid moral hazard, tax-financed subsidies have to be rationed administratively – either through queues (i.e. “rationing by ordeal”) or through some form of targeting (such as means-testing). Neither promotes work nor fosters social cohesion as they accentuate the distinction between those who are entitled to subsidies and those who are not. Social insurance, in contrast, can be designed to promote participation in the labour force. It also fosters a stronger sense of solidarity and citizenship since coverage is usually (near-) universal. 
3.4
Evolving a more robust social security system that provides Singaporeans greater social protection against the uncertainties and vagaries of the global economy is an economic, not just a social, imperative. By providing Singaporeans greater social protection, the government builds public support for the tough policy choices necessary in globalisation and economic restructuring – attracting and integrating foreign talent, outsourcing or relocating lower value-added jobs, maintaining flexible labour markets, and increasing Singapore’s integration into the global economy.  A more robust social security system also gives Singaporeans a stronger stake in the nation – enabling government to use social insurance programmes to foster social cohesion. 

4
Current Weaknesses in Singapore's Social Security System 

4.1
The three main innovations in our social security system over the last few years have been the Workfare Income Supplement (WIS), CPF Life, and enhanced Medishield. The first addresses the problem of wage stagnation among low-income earners by government topping up the wages of low-wage workers; the second addresses longevity risks by introducing social insurance into a system that has otherwise emphasised individual responsibility; while the third addresses the risks of catastrophic illnesses by increasing insurance payouts for a wider range of medical conditions and treatments.  We acknowledge that these measures are important steps in strengthening our social security system and that the government has, in recent years, implemented a raft of important measures to help less well-off Singaporeans
.  These are all steps in the right direction and are to be commended. But we argue that our social security system still has significant gaps and is not sufficiently robust for three main reasons.

4.2  
First, our social security system provides hardly any protection against the risks of involuntary unemployment for middle-income earners. Workfare is targeted at employed, low-wage workers in the formal sector (roughly corresponding to the bottom fifth of the income distribution). CPF savings cannot be withdrawn before the individual reaches 55. Even the subsidies that government channels into various training programmes are mostly mediated through employers. While the unemployed are not excluded from these training subsidies, the principle of co-payment requires them to fork out their own monies to benefit from government subsidies in training and skills upgrading.  We should think hard about how we can provide (middle-income) Singaporeans better protection against the risks of involuntary unemployment without creating significant risks of moral hazard.
4.3
Second, for the majority of Singaporeans, our social security system relies almost entirely on the principle of individual savings. With the exception of the subsidies in healthcare, Medishield and CPF LIFE, Singaporeans do not fully benefit from social insurance and the power of risk-pooling to deal with contingencies such as a loss of earnings, disability, or an extended period of illness. They are almost entirely reliant on their own accumulated resources to deal with such episodes of income instability. While self-reliance is a good principle in general, it may neither be efficient nor just if taken to extremes. We should think hard about how our social security system can find a better balance between individual savings, social insurance, and direct subsidies.

4.4
Third, despite Singaporeans having one of the world's highest savings rates and highest social security contribution rates, many Singaporeans struggle with attaining retirement adequacy. This has different causes for different segments of the population. Among lower-middle to middle income Singaporeans, the lack of retirement adequacy is in large part due to the fact that so much of their CPF savings are locked up in housing. While housing represents a store of value that can be unlocked for retirement needs, this presumes that monetisation incurs relatively low transaction costs. The fact is monetisation options are currently quite limited, not to mention the fact that households which need to unlock their housing assets may be in the wrong part of the property cycle. While we acknowledge that the recent lease buyback scheme introduced by government is a step in the right direction, we also recommend that the government develop more monetisation options for older Singaporeans.
4.5
Among the poorest Singaporeans, the lack of retirement adequacy arises from the fact that their wages are so low relative to basic needs that they are unable to accumulate sufficient savings for retirement over their working life. The solution for this smaller segment of the population will probably be some combination of increased workfare, direct subsidies to meet their basic needs, and government assistance to pay for medical and longevity insurance.
5
Wage and Training Insurance to Mitigate the Risks of Unemployment and Income Instability 

5.1
A possible response to the weaknesses highlighted above is to argue that it is not a bad thing for our social security system to provide little by way of unemployment benefits. Within policy circles, it is often argued that unemployment benefits create moral hazard. Indeed, most research evidence does find that increases in unemployment benefits are associated with longer periods between jobs. 

5.2
But even if our policymakers remain sceptical about the prospects of designing an incentive-compatible, labour market-friendly unemployment insurance scheme, they cannot avoid the structural question: how should our social security system help workers transit between sectors as the pace of restructuring intensifies? How can it provide greater protection against unemployment risks without creating the moral hazard problems usually associated with increasing unemployment benefits? Despite the fact that our labour market has one of the highest rates of job turnover, our safety net for easing job transitions remains relatively weak. The Jobs Credit Scheme introduced in Budget 2009 to deal with the anticipated job losses in this crisis was not intended to be a long-term solution. Neither should it be since it does not support the process of economic restructuring or help our workers transit from one sector to another.

5.3
While workfare is an important policy lever to improve the welfare of low-wage workers, it might not be the appropriate instrument to tackle the problem of involuntary unemployment, especially among middle-income earners who do not benefit from workfare. For this group of workers, some form of insurance protection against periodic bouts of unemployment and income instability is a preferred option. 
5.4
An alternative to unemployment insurance is a wage loss insurance system which has been proposed by the Brookings Institution in the US.
 Wage insurance differs from conventional unemployment insurance in two main ways. First, benefits kick in upon re-employment, not unemployment, thus giving participants a greater incentive to find new jobs rather than stay unemployed. Second, benefits are set as a percentage of the difference between the participant's previous and current wage (and paid for a fixed period of time). The idea here is again to encourage participants to re-enter the labour market as soon as possible, even at a lower wage, rather than hold out for a better-paying job (which may not come). The main goal of wage insurance is to smooth the incomes of workers who suffer job displacement and declines in their earnings. By replacing some of their lost earnings, wage insurance encourages more rapid re-employment; a Canadian pilot wage insurance programme reduced unemployment durations by 4.4% on average (compared with the conventional unemployment insurance programme). 

5.5
Wage insurance also acts as a subsidy for “firm specific” on-the-job training for the worker's new employer. Generalised retraining programmes may not only fail to guarantee a worker a job but also cost the worker the wages that he could earn by accepting new employment sooner. In contrast, the retraining that a displaced worker receives on a new job provides new skills that contribute directly to his performance and is therefore useful to him and the new employer. Yet another benefit of wage insurance is that it encourages workers to consider different types of jobs and sectors of employment. By encouraging the unemployed to broaden their job search, wage insurance can increase labour market mobility. 
5.6
To facilitate the training that may be necessary for job transitions, we can also consider structuring the wage insurance scheme such that a portion of the payouts can be used to pay for the unemployed person’s training programmes between jobs. Such payouts will help address the current problem of the unemployed having to fork out their own monies to participate in government-funded training programmes. It will also reduce our reliance on direct subsidies for training, and the moral hazard problems that over-generous (and hard to monitor) training subsidies might create. 
5.7
Introducing a wage and training insurance (WTI) scheme for low and middle-income earners designed in the way described in the preceding paragraphs will have four main benefits. First, it encourages the unemployed to seek re-employment quickly, thereby avoiding the moral hazard problems associated with conventional unemployment insurance programmes. Second, it helps the unemployed who wish to move to a new industry pay for his training, thereby increasing labour mobility. The training insurance functions as de facto individual learning accounts that workers can draw on for training purposes when they are laid off. Third, it provides greater social protection against the risks of unemployment and income volatility without imposing a significant fiscal burden since this programme can (and should) be financed mostly by employer and employee contributions, with government subsidies limited to helping low-income workers pay their premiums. Fourth, it improves labour market flexibility by reducing workers’ reliance on employer-provided retrenchment benefit schemes. Seen in this light, the WTI is a way of making retrenchment benefits portable. 
6
Helping Singaporeans Achieve Retirement Adequacy 

6.1
Beyond the pressures created by globalisation, wage competition and technological change, Singapore’s social security system will also come under significant pressure from its own demographic changes. Many of today’s older workers are unlikely to have built up sufficient retirement savings, and even if they have, may have invested too much of them in housing. As the population ages, our current policies to encourage home ownership will have to be adjusted to enable Singaporeans to “de-cumulate”.  At a broader level, we should also question whether our current housing and CPF policies are contributing to an excessive allocation of the country's savings to housing. That our housing subsidies are not particularly progressive (since buyers of bigger flats receive larger subsidies) is another reason to rethink government's public housing policies and the role of housing as the primary instrument of social security.

6.2
At a minimum, the government will have to develop more monetisation options for the majority of older Singaporeans who own public housing. In the long run, developing a sizeable pool of rental options makes more economic sense for a population that will shift from accumulating (housing) assets to one consuming those assets. Besides ensuring more housing monetisation options, government also has a role in providing safety nets for those who have not accumulated sufficient cash or assets for their retirement. 

6.3
Among the poorest segments of our population, policy has to be finely balanced between providing more financial support and creating stronger incentives for those who can work longer to do so.  This suggests a two-pronged approach. First, for the "young old" aged 55-70, we propose an increased WIS that will increase their annuity payouts under CPF LIFE. Second, for the "old old" aged 70 and above, we propose establishing a basic, inflation-indexed monthly retirement grant. This grant can be demographically targeted to provide lower payouts for younger cohorts who would have more retirement savings. This will also ensure that as the population ages, the fiscal burden of this basic retirement grant for older Singaporeans does not increase. It should also be possible to phase this out over time, as the other measures proposed in this paper ensure that future generations will have sufficient retirement adequacy. The basic old age grant could be supplemented by age-progressive (the older you get, the higher the subsidy rate) medical and transport subsidies. In particular, the government should consider extending Medishield cover to Singaporeans aged above 80. As the premiums required for such insurance coverage is likely to be large, government would probably have to provide means-tested subsidies to fund the premiums of the low income elderly. 
6.4
To reduce any work disincentive effects that may arise from introducing a basic pension for the very old, the government should consider increasing the WIS for the bottom three deciles for all age cohorts to help those most exposed to wage stagnation and erosion save more for their retirement. A portion of these increased payments could also be used as premiums for the proposed WTI scheme, Eldershield or any new insurance programmes introduced to address Singaporeans’ long-term care needs. The rationale here is that risk-pooling is most effective if coverage is widespread and members participate early in their working lives. 
7
Criticisms and Objections
7.1
The proposed enhancements to our social security system represent an expansion of Singapore’s social safety nets. Criticisms of the proposals presented in this paper fall into one of two main categories – cost and incentives, or more specifically “who foots the bill?” and “what undesirable incentive effects will these policy changes have on Singaporeans’ work ethic, and by extension Singapore’s economic competitiveness and growth prospects?” 
7.2
On cost, the big-ticket items are the wage and training insurance (WTI) scheme and the increased WIS payouts for low-wage workers and older workers aged 55-70. We envisage the WTI to be largely financed by employers and employees. The payouts will not be large since they will be set as a percentage of the difference in salaries (up to a limit) between the individual’s old and new jobs rather than target any replacement ratio (as is the case in conventional unemployment insurance schemes). The payments should also be time-limited and linked to the contribution record of the worker (i.e. the worker who has contributed more will be entitled to larger payouts). All these features not only help to keep costs of the insurance programme down, but also ensure the right incentives for members.  
7.3
The increased WIS for low-wage workers and older workers should be financed from general taxation. The recent amendments to the reserves spending rule to include long term capital gains should be sufficient to cover these increased costs such that fiscal discipline and a balanced budget over the business cycle are maintained. Our current personal income tax (PIT) system is already one of the most attractive in the world. On competitiveness grounds, there is little to be gained by reducing PIT rates further. By maintaining current tax rates and levels of deductions, income creep alone will ensure that PIT revenues grow a rate faster than income growth. 
7.4
If government assesses that additional revenues need to be raised to finance the proposed enhancements to the social security system, it should consider environmental taxes such as a carbon tax or an energy tax. Not only are these taxes a potentially important source of new revenues, but they also support the policy objectives of encouraging greater energy efficiency and helping Singapore adapt to a resource and carbon-constrained world. A more detailed examination of our financing options – savings, taxes, social insurance and environmental taxes – is attached at Annex A. 
7.5
The second objection to the proposals centres on their incentive effects. The central criticism against any expansion of social welfare is that such increases are detrimental to the efficient operation of market economies and, over the long run, reduce people’s drive, the economy’s growth rates, and the country’s living standards. To begin with, it is commonplace for critics to argue that high marginal income taxes represent a serious work disincentive among the most productive and educated segments of the population. A second line of argument holds that the generous benefits provided by the welfare state discourage work, especially among the less-skilled workers. Alongside these arguments about work (dis)incentives, critics of the welfare state also commonly argue that there are deadweight costs associated with high overall taxes, which lower the rate of savings and investment in the economy. 

7.6
Against the market fundamentalist’s criticisms, an extensive body of research has emerged to point out ways in which social protection programmes may actually enhance economic efficiency and growth. One strand of this approach emphasises that a great deal of social spending can be seen as a form of investment in human capital. This is most apparent in education and training programmes but it also holds for healthcare and income support programmes that improve economic conditions of the lower-income and enhances their ability to take advantage of economic opportunities. The fact that the largest welfare states – the Nordic countries – also invest the most in worker retraining programmes and have world’s most productive workforces (and competitive economies) provides evidence that such social programmes can yield significant economic benefits.

7.7
In a different vein, some scholars question the market fundamentalist’s assumption that work effort is essentially a function of incentives. Perceptions of fairness may also affect worker motivation. As George Akerlof and Janet Yellen have found, wage compression (or smaller wage inequalities) at the firm level yield more harmonious labour relations and greater employee effort.
 To the extent that this logic also operates at the societal level, social programmes that redistribute incomes or promote a sense of economic security among workers may contribute to labour productivity. 

7.8
Yet another argument that the public provision of social welfare promotes efficiency and growth proceeds from the observation that social benefits provided by employers (retrenchment benefits for instance) represent an obstacle to labour mobility. In Scandinavia, the expansion of social insurance under public auspices has often been justified on the grounds that if such benefits are provided by governments rather than companies, workers will be more willing to move between firms, providing for a more efficient allocation of labour. 

7.9
Finally, the association between economic openness and the size of the public sector deserves to be highlighted here. Economic openness promotes economic efficiency by exposing firms to worldwide competition. But continuous economic restructuring in response to global market forces has a negative impact on the economic well-being of certain segments of the labour, particularly less skilled workers. Referring to the welfare state as a mechanism of “domestic compensation,” Peter Katzenstein suggests that welfare benefits might be seen as side-payments to the losers in global competition, financed out of the collective gains from trade.
 The public provision of social welfare, in other words, is an important political lubricant, facilitating social acceptance of economic change – in particular, the phase-out of employment in industries exposed to competition from low-wage countries.
7.10
The arguments advanced by these competing traditions of thought on the relationship between the state provision of social welfare and economic growth are not mutually exclusive. It is entirely possible that income support programmes financed by progressive income taxes are a source of work disincentives and, at the same time, facilitate societal acceptance of economic restructuring. Clearly therefore, the relationship between social protection and economic growth is more complicated than policymakers in Singapore have commonly assumed. Our own investigation suggests that the relationship between more social protection and economic growth/efficiency have more to do with the design of specific social programmes than with aggregate levels of spending. Accordingly, policymakers should approach these issues in pragmatic way – all the while asking whether the growth-promoting effects or the growth-inhibiting effects of increased social protection prevails, and constantly exploring how social protection programmes can be creatively designed to maximise their social benefits and minimise adverse incentive effects.
8
Conclusion and Summary of Recommendations

8.1
The changes that the Singapore economy is undergoing – driven by the forces of global competition, persistent low-wage competition from large emerging economies, and rapid technological change – will result in wider income inequalities and greater economic volatility. To a large extent, this is the “price” we pay for a maintaining a highly open, export-oriented economy. We do not advocate replacing our export orientation with an emphasis on domestic demand. But we do recommend increasing the level of social protection for Singaporean workers in ways that are efficient and fiscally sustainable. Doing this well will build public support and acceptance for economic restructuring, and boost our long-term economic competitiveness.
8.2
In summary, our key recommendations are:

· For the majority of working Singaporeans, introduce a wage and training insurance (WTI) scheme that will provide great protection against the risks of involuntary unemployment and income volatility without creating the moral hazard problems normally associated with unemployment insurance. 

· For lower-income workers (in the bottom three deciles), increase the quantum of WIS payouts so as to enable them to save more for their retirement and medical needs. The increases in WIS can also be used to pay for the premiums of the WTI, Eldershield or other long-term care insurance programmes.
· For “younger old” workers (aged 55-70), increase the quantum of WIS payouts so that they will have higher annuity payouts under CPF LIFE. 
· For the “older old” (aged above 70), introduce a basic, inflation-indexed retirement grant, supplemented by subsidies for medical and transport costs. The government should also consider extending Medishield to those aged above 80, and provide means-tested subsidies to fund the premiums of the low-income elderly. Both the grant subsidies can be demographically targeted, i.e. they can be lower for younger cohorts who have more savings potential.
· For home-owning Singaporeans, the government should develop more monetisation options.
· To finance the expanded social security system, policymakers should reconsider the balance between individual savings, tax-financed subsidies and social insurance. If necessary, the government should examine the use of environmental taxes as a potential source of new revenues. 

Annex A
Financing Options for an Expanded Social Security System

Savings, taxes and social insurance

1
In this paper, we have argued that Singapore’s social security system is one that relies primarily on individual responsibility and savings. Tax financing plays an important part too, particularly in healthcare and workfare. In recent years, we have begun to incorporate more elements of social insurance or risk-pooling in the areas of medical insurance (expanding Medishield) and dealing with longevity risks (CPF LIFE).

2
Going forward, policymakers should consider what should be the appropriate mix of individual savings, tax-financed subsidies and social insurance to finance future increases in social spending. One of the key arguments we have made in this paper is that our social security system ought to shift its reliance on individual savings to risk pooling in the form of social insurance. We contend that such a shift is superior to the status quo as well as to a greater reliance on tax financing.

3
In many other countries (especially the European countries), the distinction between tax-financed social programmes and social insurance has been eroded over time. Benefits have become more universal and less linked to a worker’s contribution record. For instance, many unemployment insurance programmes are now financed (partially at least) through general taxes even though one can argue that this is also a form of social insurance against economic downturns. During the boom years, the government's revenues rise beyond trend and the excess revenues (which are pro-cyclical in nature) are accumulated and then used to fund the unemployment benefits during the downturn.  This is not quite risk-pooling in the commonly understood sense of the word but a form of consumption smoothing across the business cycles implemented through the national budget.  
4
In principle, consumption smoothing can be achieved at the individual level in the form of individuals saving their bonuses during the boom time and spending the savings during downturns when his bonuses are cut or he gets laid off.   However, behavioural economics would caution us against relying on the individuals acting so rationally. The state needs to help overcome the short-term orientation and hyperbolic discounting of the individual by increasing its revenues during the upturn and spending it during the downturns in social protection programmes. 
5
In Singapore’s context, we propose that the wage and training insurance programme be structured along strict insurance principles, although there might be a role for taxation in the form of government subsidising or paying the premiums of low-income working Singaporeans. Financing the programme primarily through general taxation increases the moral hazard risks of the programme, and diminishes personal responsibility by weakening the link between work and reward.

6
To finance the other income support programmes we have proposed for the low-income (through the expanded workfare programme) and older people (through the basic retirement grant and other subsidies), we recommend relying mainly on tax financing. In the case of subsidies for older people, the rationale is that the state is merely returning the excess revenues that were collected and accumulated during the boom years of the 1960s to1990s when the current generation of retirees was contributing to growth and to government revenues. The state could have returned the fiscal surpluses to the population in the earlier years through lower taxes which would have allowed the older generations to save more. 
Environmental taxes
7
Besides rethinking the role that should be played by individual savings, our current taxes (mainly income taxes and GST) and social insurance, yet another financing option the government should consider is environmental taxes. We believe this is potentially important – and till now, untapped – source of revenue that can lessen our reliance on GST to finance new social protection programmes. 
8
The Nordic countries – Denmark and Sweden in particular – have made the most aggressive use of such taxes to promote resource conservation and energy efficiency, and to shift the burden of taxation from work and income-generating activities to negative externalities. The Nordic states are frequently demonised as having very high taxes which undermine productivity, competitiveness and economic growth. The reality is that they think very carefully about how to raise the revenues they need to finance their large welfare states without causing damage to economic incentives and hurting business competitiveness. Their experience provides evidence for the argument that it's not aggregate levels of spending (or taxes) that affect economic efficiency and growth as much as the way countries design their tax regimes and spending programmes. 

9
In the case of Denmark, taxes lean heavily on consumption (the VAT rate is 25%) and on environmental taxes, namely a carbon tax, an energy tax, a sulphur tax, an incineration tax and a landfill tax. The high consumption taxes encourage savings and investment, while the environmental taxes have produced remarkable results in decoupling GDP growth from energy consumption. While Denmark’s GDP has doubled between 1972 and 2005, its total energy consumption has increased only by 5% and its energy intensity has been more than halved. Denmark’s energy efficiency has increased significantly over the last three decades, with corresponding benefits in energy security and economic competitiveness. At present, environmental taxes contribute up to 10% of the government’s revenue (or 4-5% of GDP). The increases in environmental taxes in recent years have been partially justified on the grounds that raising these taxes will enable labour taxes to be reduced, thereby encouraging work and enterprise.
10
More broadly, the Danes see their social security system not just as a way of supporting the poor, the unemployed, the sick and the elderly, but as an essential part of securing public support and legitimacy for open trade, flexible labour markets, and all the things globalisation requires countries to do. The Danes call their system "flexicurity" - flexible markets with high levels of social security.

11
In Sweden, energy taxes (which have existed since the 1950s) have played a similarly important role in decoupling GDP growth from energy use. Between 1990 and 2007, Sweden’s GDP increased by 44% while energy use has remained constant and carbon dioxide emissions have declined by 12%. Sweden imposes different taxes on electricity, fuels, CO2 and other emissions; it also administers a levy system on NOx emissions. These environmental taxes vary across different users: industry is generally taxed more lightly than households, which are in turn taxed more lightly than transport fuels. 

12
While we do not advocate increasing social spending in Singapore to the levels of the Nordic countries, we do think that their experience in implementing environmental taxes that do not hurt economic growth is highly instructive for us. In particular, we think there is a great deal of potential for MOF to look carefully at environmental taxes to fund the (inevitable) increases in social spending, instead of relying only on GST increases.
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